India and Pakistan, the two largest economies in South Asia, share a common border, culture and history. Despite the benefits of proximity, the two neighbors have barely traded with each other. In 2011, trade with Pakistan accounted for less than half a percent of India's total trade, whereas Pakistan's trade with India was 5.4 percent of its total trade. However, the recent thaw in India-Pakistan trade relations could signal a change. Pakistan has agreed to grant most favored nation status to India. India has already granted most favored nation status to Pakistan. What will be the gains from trade for the two countries? Will they be inclusive? Is most favored nation status a panacea? Should the granting of most favored nation status be accompanied by improvements in trade facilitation, infrastructure, connectivity, and logistics to reap the true benefits of trade and to promote shared prosperity? This paper attempts to answer these This paper is a product of the Economic Policy and Debt Unit,, Poverty Reduction and Economic Management Network. It is part of a larger effort by the World Bank to provide open access to its research and make a contribution to development policy discussions around the world. Policy Research Working Papers are also posted on the Web at http://econ.worldbank. org. The authors may be contacted at EGhani@worldbank.org.
questions. It examines alternative scenarios on the gains from trade and it finds that what makes most favored nation status work is the trade facilitation that surrounds it. The results of the general equilibrium simulation indicate Pakistan's most favored nation status to India would generate larger benefits if it were supported by improved connectivity and trade facilitation measures. In other words, gains from trade would be small in the absence of improved connectivity and trade facilitation. The idea of trade facilitation is simple: implement measures to reduce the cost of trading across borders by improving infrastructure, institutions, services, policies, procedures, and market-oriented regulatory systems. The returns can be huge, even with modest resources and limited capacity. The dividends of trade facilitation can be shared by all.
INTRODUCTION
India and Pakistan, the two largest countries in South Asia with nearly 1.4 billion people, are close to a new dawn in history. The two neighbors, who had ring-fenced each other for more than six decades, are now progressing towards closer economic relations with a vision to enhancing peace and stability in the region. Both countries had overcome many significant hurdles in normalizing the trade relations in past, of which Pakistan's recent decision to extend the most favored nation (MFN) status to India is the most significant one.
Trade between the two countries never had a smooth ride in the past. Bilateral trade always faced a series of bottlenecks, cascaded mostly by political tension and rivalry. After partition in 1947, India accounted for about 70 percent of Pakistan's official trade. However, discordant political relations brought a halt to bilateral official trade between the two countries. During 1965 and 1973 , bilateral trade flows were negligible. In 1971, India and Pakistan signed the first trade agreement, which did not last long. Pakistan introduced a first positive list in 1989 (four products originally), and then kept the number increasing almost every year. Soon after establishment of the WTO in 1995, India granted MFN status to Pakistan. From the end of 1990s until the middle of the past decade, political issues continued to affect the bilateral economic relations.
India and Pakistan revived trade talks in 2011. These trade talks with serious acts on both sides have been guiding India and Pakistan towards building closer economic ties. For example, Pakistan decided to extend MFN status to India in 2012, and replaced the restricted positive list with a negative list in February 2012. India reciprocated by allowing FDI from Pakistan. The two countries have also agreed to simplify customs procedures, and facilitate the process of goods certification and visa liberalization. 2 Recent results are a bit more encouraging. For example, Pakistan's exports to India during April-December 2012 increased by 66 percent to US$ 461 million, whereas some new products of Pakistan have started getting higher market access in India (e.g. US$ 33.24 million export of Styrene 3 (HS code 29025000) and US$ 143.81 million export of brass scrap (HS code 74040022) to India during April to December 2012). 4 India's exports to Pakistan, on the other hand, witnessed slower growth during April to December 2012. But some Indian products found new markets in Pakistan during the same period, such as skim milk (US$ 8.01 million), biscuits (US$ 3.98 million), bangles and imitation jewelry (US$ 4 million), and some existing products got higher market access such as cotton and polyester fabrics (US$ 278 million). 5 Greater trade with India offers an immediate and rich possibility of economic growth for Pakistan and India will also benefit as it is a positive sum game (Husain, 2013) .
So what will be the gains from trade? Which industries will benefit? What needs to be done to realize the maximum benefits from the MFN? This paper presents a set of policy recommendations with a view to strengthening the economic relations between India and Pakistan. It provides estimates on the gains from MFN trade using a global computable general Figure 3 illustrates the major events influenced the bilateral trade between India and Pakistan. Bilateral trade increased sharply, owing much to the India-Pakistan "Composite Dialogue" in 2004. India's trade with Pakistan trebled in 2010 and reached an all time record of US$ 2.56 billion (Table 1) . India's export to Pakistan increased much faster than its imports, thereby making India's trade surplus to increase from less than US$ 100 million at the beginning of the last decade to US$ 1.94 billion in the first year of the ongoing decade (Table 1) . Therefore, 1950 1952 1954 1956 1958 1960 1962 1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990 1951 1953 1955 1957 1959 1961 1963 1965 1967 1969 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989 Kargil war the rising trade between India and Pakistan has also been accompanied by a sharp rise in the trade deficit between them. 7 Nevertheless, compared with their economic strength, trade between India and Pakistan is negligible and much below its potential. The composition of exports from India to Pakistan has been primarily limited to about 15 commodities, which on average accounted for around 64 percent of the total Indian exports to Pakistan in 2000, but increased to around 80 percent by 2010 (Table 2) . These commodities include sugar, raw cotton, synthetic fabrics, tea, petroleum products and chemicals, reflecting India's more diversified industrial base. Shares of both raw cotton and woven fabrics in India's export to Pakistan increased from almost zero in 2000 to more than 13 percent in 2010, whereas the share of oil-cake and other solid residues contracted from about 16 percent to 3 percent during the same period.
The composition of official exports from Pakistan to India has also been limited to very few commodities. These include fruits and vegetables, wool and products, petroleum products, chemicals, lead, and more recently cement. In 2010, the sectors with the largest shares in exports from Pakistan to India were of fruits (19 percent), followed by cement (11 percent), and petroleum products (7 percent) ( Table 3) .
Trade between India and Pakistan is restricted by closed trade regimes. Pakistan and India have amongst the most restrictive trade regimes ( Figure 4 ). Bilateral barriers to trade are very complex in nature and "thick" at the India-Pakistan land border. India and Pakistan also perform poorly with their global peers on trade logistics. Non-price barriers (e.g., costs on account of 7 documentation and transportation) surpass the price barrier in South Asia trade. 8 Trade becomes uncompetitive when channeled through Dubai due to the rising transportation costs, since the normal/MFN trade at land border between India and Pakistan is not permitted. While both the countries have adopted a negative list of trade, they maintain a positive list for trade through land border, which is inconsistent with the GATT principles.
Figure 4: Overall Trade Restrictiveness Index (OTRI)
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In the face of restrictive trade policies and transport bottlenecks, there is a large bilateral informal trade, which varies from half a billion to about a billion US$ ( Figure 5 ). At present, a great deal of trade occurs via Dubai, a trade process which is inefficient and fraught with illegalities effectively functioning as behind-the-border barriers to trade. The composition of informal trade between the two countries shows that a range of products are avoiding official tariff and non-tariff barriers to reach the third country, reflecting the potential for expanding official trade. SAARC Chamber of Commerce and Industry (SCCI) and several other business groups in Pakistan listed a variety of goods and services traded informally or through third country which could offer considerable potential for trade between the two countries (SCCI, 2011) . Indian products that arrive in Pakistan through this process include tires, auto components, pharmaceuticals, engineering products, pans, chemicals and some textiles. These sectors in India will therefore benefit immediately as a result of a changing trading environment. Also, consumers in Pakistan will benefit from reduced prices of these products. Similarly, Pakistan's export to India, consisting of cement, fruit and vegetables, cotton, some specialized textiles, and sports items -which also currently arrive via Dubai -are expected to experience a rapid boost. These are only the existing export sectors, and there are possibilities of emergence of trade in new products between these two countries in the changing environment.
Figure 5: Formal and Informal Trade between India and Pakistan
Note: Formal trade collected from IMF DOTS, and informal trade for 2005 was collected from Khan et al (2007) whereas the same for 2010 was calculated based on Lopez-Calix (2012) Source: Authors High tariff still exists on some specific goods. For example, India's tariffs are relatively high on imports of textiles and agricultural products from Pakistan. It should also be mentioned that tariff between India and Pakistan has come down much faster than that of non-tariff barriers in the recent past. 9
Figure 6: Trends in Tariff (a) Pakistan's Tariff on India (b) India's Tariff on Pakistan
Note: Tariff counts effectively applied rate (EAS) except for the year 2009 for which it is replaced by preferential rate for China and India as partners of Pakistan and China and Pakistan as partners of India. Source: Authors based on WITS Despite the fall in average tariffs, trade restrictiveness of both India and Pakistan has been heavily triggered by the large volume of NTBs. 10 In promoting trade between India and Pakistan, the major stumbling block is the presence of NTBs (Taneja et al., 2011) . A list of such NTBs is provided in Annex 1. Deeper cooperation between India and Pakistan can potentially result in significant reductions of these barriers.
Trade facilitation is not well developed. Road network quality is low with little regional linkages, while rail networks between ports and markets are often missing, putting unnecessary burden on already inadequate road networks. Only a limited number of items are allowed to be transported via rail/road; there are specific timings for the opening of these routes and in most cases, there are no proper warehousing/storage facilities available. Information flows on trade related matters between the two countries is particularly weak, thereby generating enormous problems to exporters and importers. Both, India and Pakistan follow a restrictive visa regime. India and Pakistan do not provide overland transit to each other's goods moving to or coming from any third country. Moreover, a mismatch exists between the Indian 8-digit HS classification sometimes used and the Pakistani 6-digit classification of items on the positive list, giving customs officials' room to allow entry based on discretion. Most of the bilateral payments are made through the Asian Clearing Union (ACU), and businessmen in both countries have complained about the inefficiency of this procedure. Since banks are yet to open branches across the border, this leads to significant delays, especially when letters of credit need to be confirmed, and which can take up to a month. Finally, redressal mechanisms for grievances do not exist and prevent some mutually beneficial exchanges from taking place.
India and Pakistan fare poorly with global peers on logistics. South Asian countries in general suffer from excessive direct costs and time taken to cross the borders and form inefficiency in cross-border transactions, which ultimately affect trade negatively. Trade in the region is constrained by poor condition of infrastructure, congestions, high costs, and lengthy delays. 11 Inefficiencies relating to administrative procedures and operations tend to be common in South Asian countries, and that these inefficiencies are often more costly than tariff barriers to the domestic economy. These problems are particularly severe at India-Pakistan border crossings, many of which pose significant barriers to trade. Recognizing these factors, South Asian countries have realized that the potential gains from trade facilitation reforms are very high, and that the goals of the trade facilitation negotiations do not conflict with their pursuit of economic development.
WELFARE GAINS FROM MFN TRADE
Several studies have estimated that large gains are available from removing barriers to trade between India and Pakistan. Annex 2 provides a list of estimates on the gains from trade, based on assessments using partial equilibrium gravity models. Some estimates suggest that there is a bilateral trade potential which is 20 times larger with a bilateral free trade agreement than it is today, while a more recent estimate indicates total trade between India and Pakistan could expand from its current level of US$ 2.5 billion to as much US$ 42 billion if the "normal" quotas, tariff-rate quotas, licensing regimes, price bands, and NTMs. NTMs are policy measures, other than ordinary customs tariffs, that can potentially have an economic effect on international trade in goods, changing quantities traded, or prices or both. Some of these measures may constitute non-tariff barriers. 11 Refer, for example, Roy and Banerjee (2010) relations were to hold for the two countries ( Figure A1 of Annex 2). 12 Our analysis using a gravity model indicates Pakistan is having large unrealized trade with India. The gravity model estimates reported in Table A1 of Annexu2 reveal that US$ 2.56 billion bilateral trade between India-Pakistan was realized in 2010 against a potential of US$ 7.03 billion. We estimate that the India-Pakistan trade (official) potential is likely to reach US$ 12.05 billion in 2015 from Pakistan's perspective. Pakistan's trade potential with India is roughly 2.5 times greater than actual trade today, which may expand to 4.36 times in 2015, ceteris paribus (Table A1 of Annex 2). However, most of the studies argue that trade potential between the two countries would be much higher than the current level if the large informal and/or third country trade is counted. The bottom line is that with a staggering expansion potential of bilateral trade, deeper engagement through normal bilateral trade would lead to significant welfare gains between the two countries.
We estimates that there are significant welfare gains for India and Pakistan out of MFN trade; however, the welfare gains increase dramatically with the improvement in bilateral trade facilitation. 13 Welfare results from two simulations using the global general equilibrium model (namely the GTAP model 14 ), depicting the first scenario where Pakistan gives MFN status to India and the second scenario where Pakistan extends MFN status to India along with improvement in trade facilitation between the two countries, are presented in Table 4 . 15 The simulations indicate that welfare effects of MFN will be very high -both for India and Pakistan, if the initiative is accompanied by improved trade facilitation measures (Table 4) 16 . Therefore, improvement of connectivity and trade facilitation between India and Pakistan should get the utmost priority in order to make the benefits of trade arising from new trading arrangement more inclusive. Benefits of trade facilitation to Pakistan will be more if indirect benefits are also counted. With improvement in connectivity and trade facilitation, Pakistan could narrow the welfare gap while giving MFN to India. The GTAP simulation suggests that there would be some positive welfare effects on other South Asian countries (Table 4 ) out of the 'peace dividends' generating from improved economic cooperation between India and Pakistan. There will however be some negative welfare effects for the countries outside of South Asia, since Pakistan, after giving MFN status to India, would divert the source of some of its imports from other countries to India. A number of sectors in India will benefit in terms of rises in exports to Pakistan due to the MFN status and improvement in bilateral trade facilitation ( Figure 7 ). Such rises in exports from India would happen due to India's unit cost advantage compared to Pakistan's other trading partners. 17 Under the mere MFN scenario, the change in exports from India to Pakistan would vary from meat (348 percent) to vegetables, fruits and nuts (0.2 percent). Besides, India's exports to Pakistan would rise for chemical, rubber and plastic, food processing, mineral fuels (petroleum, coal products), metals, machinery and equipment, textiles, leather products, dairy products, fishing, etc. However, under the MFN plus bilateral trade facilitation scenario there would be much larger rises in exports from India from these sectors. (Figure 8 ). There would however be some rise in the exports of plant based fibers, animal products and metals from Pakistan to India. However, MFN status together with improvement in bilateral trade facilitation would result in some sectors in Pakistan to benefit in terms of increased exports to India. Such sectors include wool, wheat, textile, wearing apparels, leather products, metals, machineries, chemicals, etc.
MFN status to India would have negligible impact on Pakistan's sectoral exports to India
Mere MFN status to India would raise Pakistan's import from India by 32 percent, whereas MFN plus enhancement of bilateral trade facilitation would lead to rise in such import by 202 percent (Table 5 ). Under the MFN plus bilateral trade facilitation scenario, Pakistan's total import would rise by 2.7 percent, which is 2.43 percentage points higher than that under the mere MFN scenario. On the other hand, Pakistan's exports to India would rise by a staggering 202 percent under the MFN plus bilateral trade facilitation scenario against only 0.4 percent under the MFN scenario (Table 5) . Similarly, Pakistan's total exports 17 From the WITS database 561 products at the 6 digit HS code are identified (which are outside of Pakistan's positive list) where the unit costs of imports if they are sourced from India would be lower than the unit costs of imports if they are sourced from other countries. This suggests that there would be a possibility of change in import source in favor of India for these product categories when Pakistan extends MFN status to India. A discussion on these products is reported in Annex 3. would rise by 1.82 percent under the former scenario compared to only 0.17 percent under the later scenario (Table 5) . (Table 6 ). India's total imports would rise by 0.58 percent under the MFN plus bilateral trade facilitation scenario against only 0.1 percent under the mere MFN scenario. Similarly, India's total exports under the MFN plus bilateral trade facilitation scenario would be 0.73 percent, which would be only 0.12 percent under the MFN scenario. The MFN scenario would lead to dynamic gains in real GDP, total exports, total imports and aggregate real consumption in Pakistan, and the bilateral trade facilitation together with the MFN would generate much larger positive effects (Figure 9 ). 18 In 2012, under the MFN scenario the real GDP would be 0.15 percent higher than the Business as Usual (BaU) scenario whereas by 2030 it would be 0.42 percent higher than the BaU scenario (Figure 9(a) ). 19 This suggests that the long run positive effect would be higher than the short run effect. However, under the MFN plus bilateral trade facilitation scenario, the rise in real GDP would be 0.06 percentage point higher than that under the MFN scenario and by 2030 such difference would be 0.18 percentage points. Similar patterns are observed in the case of Pakistan's total imports, exports and aggregate consumption (Figures 9(b) , 9(c) and 9(d)). The MFN scenario would also lead India to accrue some small but dynamic positive gains in real GDP, total exports, total imports and aggregate real consumption ( Figure 10 ). The long run effects of this scenario are slightly higher than the short run effects. As in the case of Pakistan, the MFN with the bilateral trade facilitation would result in larger positive effects.
Under the MFN scenario, there would be small effects on India's total imports and exports; however, enhanced bilateral trade facilitation with Pakistan would lead to some larger rises in trade
Comparing the dynamic effects on the economies of India and Pakistan, it appears that the dynamic effects on Pakistan are much larger than those for India as far as percent deviation from the BaU scenario is concerned. Allowing MFN status to India by Pakistan with enhanced trade facilitation in South Asia will lead to significant, large welfare gains for India and Pakistan in particular and for all South Asian countries in general under SAFTA (Table 7) . Full implementation of SAFTA refers to a situation where there is no negative / sensitive list among the member states. At first, using the GTAP model, the SAFTA scenario is conducted without the MFN scenario and then the SAFTA scenario is conducted along with the MFN scenario. Finally, SAFTA plus MFN scenario is conducted along with the South Asian regional trade facilitation scenario 20 . The GTAP results suggest that SAFTA with MFN scenario would lead to higher welfare gains for Pakistan and India than a scenario of SAFTA without MFN. However, when a South Asian trade facilitation scenario is added, such gains become much larger. The SAFTA scenario (with or without MFN) would however lead to some welfare loss for Bangladesh because of larger trade diversion effect than trade creation effect (Raihan, 2012) .
The MFN scenario would lead to larger positive effects on Pakistan's imports and exports under SAFTA (Table 8) . Without MFN status SAFTA would lead to rise in imports of Pakistan from India by 53 percent, whereas with MFN status the import from India under SAFTA would increase by 75 percent. When trade facilitation is added to the second scenario such rise in imports from India would be 256 percent. Under the first scenario, Pakistan's exports to India would rise by 523 percent, and the SAFTA plus MFN scenario would increase such exports by 525 percent, indicating that the MFN would not have much impact on rise in exports from Pakistan to India. However, under the SAFTA with MFN plus trade facilitation scenario such exports would rise by a staggering 1112 percent. Pakistan's total exports would rise by 11.33 percent, which would be much higher than those under the other two scenarios. India will also enjoy some dividends from the MFN status in terms of larger effects on its total exports and imports under SAFTA (Table 9 ). However, the scenario with trade facilitation would generate much larger effects.
The MFN scenario would make some differences in both Pakistan's and India's long term growth trend as far as impact of SAFTA is concerned (Figures 11 and 12 ). However, much larger dynamic effects are generated from the scenario with trade facilitation. The SAFTA and MFN along with the trade facilitation scenario would lead to higher positive dynamic effect on Pakistan's real GDP, total exports, total imports and aggregate real consumption (Figures 11(a) , 11(b), 11(c) and 11(d)). Similar results are observed for India (Figures 12(a) , 12(b), 12(c) and 12(d)). These results point to the importance of improved connectivity and trade facilitation between the two countries to reap the benefits of economic cooperation. The greater the connectivity, the larger is the benefit. Trade facilitation and connectivity are mutually reinforcing. Another important gain of granting MFN status to India would be streamlining and gaining transparency of the tariff regime in Pakistan, which dynamically can be very important for Pakistan to strengthen its industrial competitiveness since the complexity of the tariff regime in Pakistan is a major source of lack of dynamism for firms and a large trade obstacle.
FACILITATING TRADE BETWEEN INDIA AND PAKISTAN: POLICY OPTIONS
Noted by Husain (2013), India's sensitive list only grants preferential treatment to 65 percent of Pakistan's exports, and is heavily loaded with agricultural and textile products in which Pakistan has a comparative advantage. Continuing the process of unilateral liberalization, in parallel with regional integration, could help the South Asian countries continue to diversify their still narrow export bases and potentially evolve new comparative advantages and complementarities that could facilitate the successful implementation of SAFTA.
In addition to rationalizing import duties, policy makers could eliminate all kinds of quantitative restrictions, regulatory duties, and other para-tariffs, and several other measures that have been restricting trade in the past. Despite the fall in average tariffs, trade restrictiveness of both India and Pakistan has been heavily triggered by the large volume of NTBs. Annex 7 presents a list of impediments to India-Pakistan trade. Deeper cooperation between India and Pakistan can potentially result in significant reductions of these barriers.
Two, trade facilitation and improvement of connectivity
Trade facilitation is aimed at ensuring the movement and clearance of goods across borders within the shortest time at the minimum cost. 21 Thus, the two elements which form the crux of the issue are time and cost. Time itself has a cost besides the cost incurred in monetary terms. Therefore, trade facilitation would mean addressing these issues and attempting ways and means to minimize the cost and time taken for movement of import and export cargo.
There is a need to support trade facilitation to complement the trade liberalization (e.g. removal of the delay in payment between exporter and importer by introducing online banking, acceptance of digital signature on cross-border trade documents, etc.). Trade facilitation landscape of the region is not impressive when one considers 'behind the border' issues. Among the major causes of high trade transaction costs are the number of cumbersome and complex cross-border trading practices, which also increase the possibility of corruption. Goods carried by road are subject largely to transshipment and manual checking at the border, which imposes serious impediments to trade. The situation is further compounded by lack of harmonization of technical standards. Significant reductions in transaction costs will be critical to the bilateral trade cooperation's effectiveness. Therefore, to reduce trade-related transaction costs, governments must collaborate on a trade facilitation agenda that encompasses procedures, regulations and processes that impose costs on cross-border commercial transactions (e.g. customs, standards, movement of people, etc.). Trade facilitation reforms such as the simplification and harmonization of customs procedures or the improvement of border infrastructure and management systems would increase countries' capacity to trade, and would assist traders in India and Pakistan to compete with or integrate into global supply chains. Such reforms would also increase customs efficiency, improve revenue collection, reduce corruption, promote foreign investment and lower the various transactions costs involved in getting goods to market.
The CGE modeling simulations in this study show that improved trade facilitation would increase the volume of trade between India and Pakistan by reducing the transaction costs of trade, making exports more competitive and imports less expensive; however, South Asian countries are way behind their global peers in logistics and trading across border measures. While India has successfully reduced the time taken to export, exporting a consignment in Pakistan still takes about 21days. On the positive side, Pakistan beats India and other South Asian countries with lowest cost of exports in the region. In case of export time, preparation of documents takes most of the times needed for export in South Asia except for Maldives and Nepal where time needed for customs and ports and inland transit, respectively, outweigh document preparation time. Electronic submission of trade documents would reduce the transaction time and cost drastically. Therefore, reduction of transaction time through simplification and harmonization of documentation and electronic submission should be the priority. 22
Trade between India and Pakistan is constrained by the poor condition of infrastructure, congestion, high costs, and lengthy delays, and these problems are particularly severe at the India-Pakistan border crossings. India and Pakistan have 3,323 km of land border that demarcates the Indian states of Punjab, Rajasthan and Gujarat from the Pakistani provinces of Punjab and Sindh. However, they lack adequate trade transportation links. 23 In addition to the 22 To support the trade flows between the two countries, India's Integrated Check Post (ICP) at Attari-Wagh border, inaugurated on 13 April 2012, is a correct step forward. In regards to physical infrastructure, the Wagah bordercontrol facilities must be greatly expanded. Specifically, sophisticated X-ray machines through which trucks can pass quickly should be a top priority, warehousing is needed at Attari, and several new train stations need to be built. On the Line of Control in Jammu and Kashmir, the government should also invest heavily in all forms of tradeenhancing infrastructure. 23 Annex 8 provides the existing trade links between India and Pakistan.
Attari-Wagah border, which is the major road and rail crossing between India and Pakistan, three more land routes, namely, Khokrapar-Munabao, Muzaffrabad-Srinagar, and Poonch-Rawalakot, have been used for trade between the two countries. India and Pakistan also have only one direct sea route (Mumbai-Karachi) and two air routes (Delhi-Lahore, and Mumbai -Karachi).
Restrictions imposed by the two countries on trade along border opened many indirect trade routes between the two neighbors, some of which act as major trade axis. Mumbai-Dubai-Karachi and Mumbai-Dubai-Bandar Abbas-Afghanistan-Pakistan are the prominent ones. Compared to their proximity, India and Pakistan do not have much presence of trade infrastructure links between them and circumvent much of the bilateral trade through unofficial routes. Therefore, transit in South Asia would reduce the transportation distance between the trading partners, thereby reducing the transportation costs.
Restrictions in transport border crossings between India and Pakistan are a major constraint to global and intra-regional trade in South Asia. Removing these restrictions would boost trade within South Asia as well as lower cost for international trade in general as many land-locked countries and regions will benefit from access to the closest ports. Currently, the efforts at improving trade facilitation and transport networks are being done in a fragmented manner and with little cooperation even where cross-border issue are involved. Establishing corridor-based approaches for improving the trade -transport arrangement for South Asian trade would be essential for improving the efficiency of regional transport and for reducing trade costs. 
Three, allowing FDI to move freely
India and Pakistan should pursue a 21 st century type of regionalism (trade in tasks) through free movement of FDI. It is imperative to make FDI move freely between the two nations. FDI becomes relevant as economic engagement between the two countries deepens. A greater degree of bilateral investments could enhance trade, facilitate production networks and strengthen bilateral relations. Exports in sectors such as agriculture produce, chemicals, textiles, auto components could be enhanced through bilateral investment. The GTAP simulations indicate the winning sectors in terms of rise in export from India to Pakistan such as chemical, rubber and plastic, food processing, mineral fuels (petroleum, coal products), metals, machinery and equipment, textiles, leather products, sugar, etc. In other words, SAFTA with enhanced trade facilitation will help firms in India and Pakistan with the opportunity to exploit economies of scale through access to an enlarged market. In view of bigger market size, MFN status to India would attract Indian FDI into Pakistan in these sectors, thereby facilitating intra-industry trade between the two counties. For example, the export of petroleum products from India to Pakistan is one aspect of trade relations which will benefit from the new arrangement. 25 Undoubtedly, there would be a huge expansion in the number of new opportunities for trade and commercial enterprise in the region. At present, Pakistan is the only country from which investment is barred after India dispensed with similar clauses for Sri Lanka in 2004 and for Bangladesh in 2007.
Recently, Indian investors have shown willingness to invest US$ 20 to 50 billion in Pakistan's mining, petroleum, energy, power and infrastructure projects. 26 Indian private sector has also shown eagerness to export electricity to Pakistan through Wagah-Attari border. After enhancement in trade ties, opportunities for big projects like gas pipeline project between Turkmenistan, Afghanistan, Pakistan and India will further increase.
CONCLUSION
South Asia is the least integrated region in the world. This has slowed down the promotion of shared prosperity and the pace of poverty reduction (Ahmed and Ghani, 2008) . Three of the poorest South Asian countries, Afghanistan, Bhutan and Nepal, are land-locked. Several lagging regions in the larger South Asian countries of Bangladesh, India and Pakistan are located in the border areas. Of 14 states in India that have borders with neighbors, 12 have per capita income levels that are at or below the national average (Arunachal Pradesh, Assam, Meghalaya, Mizoram, Nagaland, Tripura, Manipur, West Bengal, Bihar, Uttar Pradesh, Jammu and Kashmir, and Rajasthan). In Pakistan, per capita income is lower than average in the border provinces of NWFP, Balochistan, and rural Sindh. In Bangladesh, the border districts tend to have per capita incomes lower than the national average.
Typically, these sub-regions have poor connectivity within countries and with the markets in the neighboring countries. This, in part, explains why poverty mass in South Asia is concentrated in the lagging regions while economic mass is concentrated in the leading regions. Therefore, stronger cooperation between India and Pakistan would reduce the vulnerabilities of South Asia's poor.
South Asia's coming demographic transition and the fact that traditional advanced country partners have entered a prolonged slowdown provides a new momentum for regional integration. Demographic dividend and large domestic market could be the catalysts that attract global production centers into South Asia, as firms move in response to wage differences, and globalization benefits low-income regions and countries.
The world has changed in fundamental ways since the global financial crisis of 2008. The recent headwinds from the Euro Area crisis have caused a deceleration in exports and a reversal of portfolio capital, and lowered GDP growth in developing countries. Some of these downside risks to growth and trade can be minimized through improved trade facilitation and increased South-South trade. Reducing the cost of trading will substantially increase the trade in goods, services, ideas, capital and movement of people and thereby increase regional growth.
The potential benefits of economic cooperation are undoubtedly obvious. Global examples of successful cooperation agreements reinforce the point that possible gains for India, Pakistan and other South Asian countries from effective cooperation and partnerships can be substantial. In particular, the experience of East Asia is illustrative of the potential gains from more and better cooperation. Cross-border physical connectivity has improved tremendously through land, sea and air-based transport network, private sector-led vertical integration of production networks has spurred industrial productivity and growth, and e-commerce is flourishing.
Poor logistics deter engagement in regional production sharing. Logistics encompass an array of essential activities for trade-including transport, transit trade, warehousing, cargo consolidation, border clearance, distribution, and payment systems. Trade facilitation and competitive trade logistics are fundamental building blocks of trade and economic development.
Countries with better logistics can grow faster, become more competitive, and increase their investment. Better logistics have a greater effect on trade promotion than tariff cuts. That would benefit both firms and consumers, who would receive lower prices and support diversification into higher value-added exports and better services.
The cost of trading in South Asia is much higher compared to other regions. Indeed, several South Asian countries are ranked lower than Sub-Saharan Africa on the logistics performance index by the World Bank. India and Pakistan do not extend freedom of transit to each other or to international traffic in transit. Testing laboratories for trade between India and Pakistan in agriculture, processed food, chemicals, garments, are not available at borders. Customs authorities in South Asia still insist on print copies in case of cross-border transmission of trade documents.
While examining the alternative scenarios on the gains from trade, we find that what makes a MFN work is the trade facilitation that surrounds it. The results of the general equilibrium simulation indicate Pakistan's MFN to India would generate larger benefits if it is supported by improved connectivity and trade facilitation measures. In other words, gains from trade would be small in the absence of improved connectivity and trade facilitation.
The idea of trade facilitation is simple--implement measures to reduce the cost of trading across borders by improving infrastructure, institutions, services, policies, procedures, and marketoriented regulatory systems. The returns can be huge, even with modest resources and limited capacity. The dividends of trade facilitation can be shared by all. This is a subject for future research. There are restrictions on mode of transport in export goods. For example, cement export to India is allowed only by train, and export large quantities through train is not possible as the frequency of trains running between India and Pakistan is very low. There are large port congestions, high port and demurrage charges, cumbersome paper works, and generally more issues of trade and transport facilitation in Pakistan. 
Annex 3
From the UNCOMTRADE database 561 products at the 6 digit HS trade classification are identified where the unit costs of imports if they are sourced from India would be lower than the unit costs of imports if they are sourced from other countries. The percentage differences in these unit import costs are calculated. These percentage differences in unit prices for these 561 products at the 6 digit HS code are aggregated into GTAP sectors using the concordance and weights for respective products. Since Pakistan would only enjoy fall in unit import prices for these products if the import source is India, in the GTAP model a scenario is considered where there would a fall in import price for Pakistan while importing from India. This simulation is done by shocking on the transaction cost of the import from India to Pakistan. In this regard, the "ams" -import-augmenting "technical change" in the Armington nest (which can be used to lower the effective price of imported products) is shocked. In addition, it is assumed that there would be some 'peace dividends" for all the South Asian countries because of this improved trade relation between India and Pakistan. In the GTAP framework, such "peace dividend" is assumed to lower transaction costs in bilateral trade among the South Asian countries by 0.5 percent.
Annex 4 The GTAP Model
The global computable general equilibrium (CGE) modelling framework of the Global Trade Analysis Project (GTAP) (Hertel, 1997) , is the best possible way for the ex ante analysis of the economic and trade consequences of multilateral or bilateral trade agreements. The GTAP model is a comparative static model, and is based on neoclassical theories. 27 The GTAP model is a linearised model, and it uses a common global database for the CGE analysis. The model assumes perfect competition in all markets, constant returns to scale in all production and trade activities, and profit and utility maximising behaviour of firms and households respectively. The model is solved using the software GEMPACK (Harrison and Pearson, 1996) .
In the GTAP model each region has a single representative household, termed as the regional household. The income of the regional household is generated through factor payments and tax revenues (including export and import taxes) net of subsidies. The regional household allocates expenditure over private household expenditure, government expenditure and savings according to a Cobb Douglas per capita utility function. 28 Thus each component of final demand maintains a constant share of total regional income.
The private household buys commodity bundles to maximise utility subject to its expenditure constraint. The constrained optimising behaviour of the private household is represented in the GTAP model by a Constant Difference of Elasticity (CDE) expenditure function. The private household spends its income on consumption of both domestic and imported commodities and pays taxes. The consumption bundles are Constant Elasticity of Substitution (CES) aggregates of domestic and imported goods, where the imported goods are also CES aggregates of imports from different regions. Taxes paid by the private household cover commodity taxes for domestically produced and imported goods and the income tax net of subsidies.
The government also spends its income on domestic and imported commodities and also pays taxes. For the government, taxes consist of commodity taxes for domestically produced and imported commodities. Like the private household, government consumption is a CES composition of domestically produced goods and imports.
The GTAP model considers the demand for investment in a particular region as savings driven. In the multi country setting the model is closed by assuming that regional savings are homogenous and contribute to a global pool of savings (global savings). This is then allocated among regions for investment in response to the changes in the expected rates of return in different regions. If all other markets in the multi regional model are in equilibrium, if all firms earn zero profits, and if all households are on their budget constraint, such a treatment of savings and investment will lead to a situation where global investment must equal global savings, and Walras' Law will be satisfied. In the GTAP model, producers receive payments for selling consumption goods and intermediate inputs both in the domestic market and to the rest of the world. Under the zero profit assumption employed in the model, these revenues must be precisely exhausted by spending on domestic intermediate inputs, imported intermediate inputs, factor income and taxes paid to regional household (taxes on both domestic and imported intermediate inputs and production taxes net of subsidies).
The GTAP model considers a nested production technology with the assumption that every industry produces a single output, and constant returns to scale prevail in all markets. Industries have a Leontief production technology to produce their outputs. Industries maximise profits by choosing two broad categories of inputs namely, a composite of factors (value added) and a composite of intermediate inputs. The factor composite is a CES function of labour, capital, land and natural resources. The intermediate composite is a Leontief function of material inputs, which are in turn a CES composition of domestically produced goods and imports. Imports are sourced from all regions.
The GTAP model employs the Armington assumption which provides the possibility to distinguish imports by their origin and explains intra-industry trade of similar products. Following the Armington approach import shares of different regions depend on relative prices and the substitution elasticity between domestically and imported commodities.
This study uses the version 8 database of the GTAP global general equilibrium model. The version 8 of the GTAP database has 2007 as the base year and it covers 57 commodities, 129 regions/countries, and 5 factors of production. The current study has kept the 57-commodity classification but has aggregated 129 regions into 10 as shown in Tables A3 and A4 respectively. Source: GTAP Simulation and Sensitivity Analysis Rest of the Source: GTAP Simulation and Sensitivity Analysis -205.69 -214.397 -207.237 -216.19 -227.811 -215.371 -760.12 -892.072 -722.372 USA -252.08 -298.83 -230.19 -270.47 -321.881 -246.901 -985.54 -1185 .45 -956.989 EU 25 -318.77 -375.528 -289.108 -348.32 -407.975 -318.935 -1394 .91 -1621 .49 -1396 Rest of the World -615. 01 -655.535 -598.775 -681.72 -727.155 -664.355 -3020.78 -3234.96 -3081.12 Note: MFN = Most Favored Nation; STF = Trade facilitation among SAFTA member states Source: GTAP Simulation and Sensitivity Analysis -205.69 -206.732 -204.372 -216.19 -227.811 -215.371 -760.12 -760.967 -759.567 USA -252.08 -257.786 -248.426 -270.47 -321.881 -246.901 -985.54 -1008 .98 -968.161 EU 25 -318.77 -322.271 -316.611 -348.32 -407.975 -318.935 -1394 .91 -1421 .07 -1374 Rest of the World -615.01 -634. 081 -590.301 -681.72 -727.155 -664.355 -3020.78 -3022.62 -3020.66 Note: MFN = Most Favored Nation; STF = Trade facilitation among SAFTA member states Source: GTAP Simulation and Sensitivity Analysis A majority of CGE models are static in nature. The inability of this kind of models to account for growth effects make them inadequate for long-run analysis of the economic policies. They exclude accumulation effects and do not allow the study of transition path of an economy where short-run policy impacts are likely to be different from those of the long-run. To overcome this limitation we use a sequential dynamic CGE model. This kind of dynamics will not be the result of inter-temporal optimization by economic agents. Instead, these agents have myopic behaviour. It is a series of static CGE models that are linked between periods by updating procedures for exogenous and endogenous variables. Capital stock is updated endogenously with a capital accumulation equation, whereas population (and total labor supply) is updated exogenously between periods.
Static Module
In each sector there is a representative firm, which earns capital income, pays dividends to households and pays direct income taxes to the government. A nested structure for production is adopted. Sectoral output is a Leontief function of value added and total intermediate consumption. Value added is in turn represented by a CES function of capital and composite labor. The latter is also represented by a CES function of two labor categories: skilled labor and unskilled labor. Both labor categories are assumed to be fully mobile in the model. Capital is fully mobile only after the first year. In different production activities it is assumed that a representative firm remunerates factors of production and pays dividends to households.
Households earn their income from production factors: skilled and unskilled labor, agricultural and non-agricultural capital. They also receive dividends, intra-household transfers, government transfers and remittances and pay direct income tax to the government. Household savings are a fixed proportion of total disposal income. Household demand is represented by a linear expenditure system (LES) derived from the maximization of a Stone-Geary utility function. The model includes nine household categories according to characteristics of the household head, as identified in the HES household survey. Five of these categories correspond to rural households and four are of urban households. Minimal consumption levels are calibrated by using guess-estimates of the income elasticity and the Frisch parameters.
We assume that foreign and domestic goods are imperfect substitutes. This geographical differentiation is introduced by the standard Armington assumption with a constant elasticity of substitution function (CES) between imports and domestic goods. On the supply side, producers make an optimal distribution of their production between exports and local sales according to a constant elasticity of transformation (CET) function. Furthermore, we assume a finitely elastic export demand function that expresses the limited power of the local producers on the world market. In order to increase their exports, local producers may decrease their free on board (FOB) prices.
The government receives direct tax revenue from households and firms and indirect tax revenue on domestic and imported goods. Its expenditure is allocated between the consumption of goods and services (including public wages) and transfers. The model accounts for indirect or direct tax compensation in the case of a tariff cut. Furthermore, general equilibrium is defined by the equality (in each period) between supply and demand of goods and factors and the investment-saving identity. The nominal exchange rate is the numéraire in each period.
Dynamic Module
In every period capital stock is updated with a capital accumulation equation. We assume that the stocks are measured at the beginning of the period and that their flows are measured at the end of the period. We use an investment demand function to determine how new investments will be distributed between the different sectors.
This can also be done through a capital distribution function 29 . Investment here is not by origin (product) but rather by sector of destination. The investment demand function used here is similar to those proposed by Bourguignon et al. (1989) , and Jung and Thorbecke (2003) . The capital accumulation rate (ratio of investment to capital stock) is increasing with respect to the ratio of the rate of return to capital and its user cost. The latter is equal to the dual price of investment times the sum of the depreciation rate and the exogenous real interest rate. The elasticity of the accumulation rate with respect to the ratio of return to capital and its user cost is assumed to be equal to two. By introducing investment by destination, we respect the equality condition with total investment by origin in the SAM (Social Accounting Matrix). Besides this, investment by destination is used to calibrate the sectoral capital stock in base run.
Total labour supply is an endogenous variable, although it is assumed to simply increase at the exogenous population growth rate. Note that the minimal level of consumption in the LES function also increases (as do other nominal variables, like transfers) at the same rate. The exogenous dynamic updating of the model includes nominal variables (that are indexed), government savings and the current account balance. The equilibrium between total savings and total investment is reached by means of an adjustment variable introduced in the investment demand function. Moreover, the government budget equilibrium is met by a neutral tax adjustment.
The model is formulated as a static model that is solved sequentially over a certain period time horizon. 30 The model is homogenous in prices and calibrated in a way to generate "steady state" paths. In the baseline all the variables are increasing, in level, at the same rate and the prices remain constant. The homogeneity test (for example, a shock on the numéraire -the nominal exchange rate -with the "steady state" characteristics) generates the same shock on prices, and unchanged real values, along the counterfactual path. This method is used to facilitate welfare and poverty analysis since all prices remain constant along the business as usual (BaU) path.
It is, however, important to note that, in contrast to the static CGE models, which make counterfactual analysis with respect to the base run (generally the initial SAM), a dynamic CGE model allows the economy to grow even in the absence of a shock. This scenario of the economy (without a shock) is termed as the business-as-usual (BAU) scenario. The counterfactual analysis of any simulation under the dynamic CGE model is, therefore, done with respect to this growth path. One of the salient features of the dynamic model is that it takes into account not only efficiency effects, as also present in the static models, but also accumulation effects. The sectoral accumulation effects are linked to the ratio between the rate of return to the capital stock and the cost of investment goods. Marking requirements Labeling requirements Testing, inspection and quarantine requirements Pre-shipment inspection/certificate acquisition Notes: 1. Indian firms and individuals are subject to capital account restrictions. 2. If imports of physical capital exceed US$ 15,000, an international bank must cover the advance remittance through a bank guarantee. 3. A special import license is required to import certain goods. Sources: Compiled from many sources including Taneja (2012) , Khan (2011 ), Husain (2012 Annex 8
Annex 7 Major Impediments to India -Pakistan Trade
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